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FGLIHWING a sharp contraction in
1969 and early 1970, residential con-
struction began to recover in the spring
of 1870. The recovery carried starts
from 1.3 million units (seasonally ad-
justed annual rate) in the first quarter
of 1970 to 2.4 million in the first quarter
of 1972, a rate maintained through the
first quarter of 1973, Residential con-
struction spending doubled from the
level of early 1970 to an annual rate of
§504 billion in the first quarter of this
vear, and the flow of residential mort-
gage credit more than tripled, reaching
an annual rate of $53 billion in the
fourth quarter of 1972 (the latest for
which data are available),

The current outlook is that the record
starts rate of the past year or so is not
sustainable. In the opening months of
this year, the monetary authorities
have been tightening credit, short-term
interest rates have been rising sharply,
and flows of funds to the thrift institu-
tions have been slowing even though
they continue large by historical stand-
ards. Inventories of new one-family
homes are quite high relative to sales,
and the median time from start to sale
has risen over the past few months,
In the rental market, vacancy rates,
while remaining fairly low by historical
standards, have generally been on the
rise, and the percentage of new apart-
ments absorbed into the market within
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3 months of completion has been on the
decline. Moreover, softness in the rental
market is likely to become more ap-
parent when the large number of
apartment units still under construc-
tion are completed.

In addition to these factors, the level
of Government subsidy support to
housing production is expected to be
less in 1973 than last year because of the
meratorium on new commitments, Also,
the strong expansion in construction has
put severe pressures on supplies of some
essential building materials, particularly
lumber, and in some areas authorities
have refused building permits until
builders plan construction of adequate
sewage lines and meet other environ-
mental standards.

This article describes the recovery of
homebuilding activity which began in
early 1970, and its distinguishing char-
acteristics, These include the renswed
strength in single-family homebuilding,
the uneven regional pattern of starts
that saw wvery strong growth in the
South, the move toward condominiums,
and unusually strong growth in mort-
gage lending. The article [urther de-
seribes the greatly expanded Federal
involvement in housing production
through subsidy programs and the
enlarged Faderal role
financing.

in mortgage

Homebuilding Activity and Mortgage Lending

AT the start of the homebuilding boom,
there was substantial potential demand
for housing. The annual incresse in the
number of households hud accelerated

sharply in the late 1960’s, as the chil-
dren born in the baby boom after World
War I formed their own families, Net
household formation in the late 1960's
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averaged 1} million yearly, an increase
of about 50 percent from the average of
the eerly and mid-1960's, However,
housing production was weak, largely
because credit stringency in 1966 and
again in 1969 curtailed mortgage lend-
ing and raised mortgage interest rates.
The spurt of homebuilding between
those two periods was much too short
and far too small to meet the honsing
needs of the expanding population. For
example, in 1968, & good vear for home-
building, total starts were only a little
over 1% million and the net addition to
the housing stock was significantly less
becanse of normal attrition from demo-
litions, fires, and other ecauses. With
production weak and family formation
strong, vacancy rates declined; by 1970
the rental vacancy rate was 5% percent,
well below the 8% to 8 percent rates of
the first half of the 1960's. Thus, the
stage was set for & bip expanszion in
homebuilding when mortgage credit
became more available and mortgage
interest rates declined.

Housing starts since 1970

Housing starts began to rise in early
1970 and rose steadily for the rest of
thet year and throughout 1971. Starts
totaled just under 1.5 million in 1970,
2.1 million in 1971, and a record 2.4
million in 1972 (chart 1). By the spring
of 1973, the boom was nearly 3 yvears
old and the strongest on record. In
addition to starts of eonventional hous-
ing units, there was a strong and steady
rise in shipments of mobile homes,
which totaled 400,000 in 1970, 500,000
in 1971, and a record 570,000 last year.
It is uncertain just how many of these
units are actually used for housing
purposes, but because of their relatively
low purchase price (averaging about
87,000 in 1972), they are an important
source of low-cost housing. If all new
mobile homes are thought of as single-
family units, they accounted for about
30 percent of the new supply of single-
family homes in 1971 and 1972.

The increase in starts since 1970 has
been strong in all four major regions
of the country, but for the 3-year
period as a whole the most vigorous
growth has been in the Seuth. In 1971,
when the recovery was gathering mo-
mentum, the most rapid growth was in
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the West, where starts inecreased 56
percent to 490,000 units. They in-
creased 46 percent to 440,000 unitz in
the North Central region, 41 percent
in the South to 880,000 units, and 21
percent in the Northeast to 270,000,
In the West and North Central regions,
starts peaked in early 1972, leveled off,
and then declined slightly; for the year
ns a whole these two regions showed
very little increase., In the South,
starts increased 21 percent from 1971
to 1872 but leveled off by yearend; in
the Northesst starts increased 23 per-
cent, about the same as in 1971, and
also peaked at yearend,

The South has for many years ac-
counted for the biggest share of starts.
During the recent expansion, its share
incressed sharply, from sbout 40 per-
pent in the late 1960's to 45 percent
in 1972 (table 1). This is in contrast to
the late 1960's when the West accounted
for most of the growth and sharply in-
ereased its share of homebuilding. The
strong starts rate in the South reflected
rapid economic growth in the past few
few years snd the attendant need to
house an expanding population. Within
the South, homebuilding was par-
ticularly strong in Florida and Texas;
Florida accounted for more homebuild-
ing in 1972 than any other State, and
Texas, which had about hall the ac-
tivity of Florida, ranked third. The
second-ranking State was California;
these three States accounted for nearly
one-third of the total in 1972 compared
to about one-fourth in 1971 and 1970,

Starts by structure size

Starts of both single-family homes
and units in multiunit structures in-
creased about 60 percent in the current
boom. This represents a depurture from
the trend toward greater emphasis on
multiunit housing construction relative
to single-family homebuilding, and is
in sharp contrast to the recovery follow-
ing the 1966 slump. In the 2 years of
that recovery, starts in multiunit stric-
tures increased 55 percent while starts
of single-family homes inereased only
15 percent.

Starts in multiunit buildings in-
creazed from 650,000 units in 1970 to
1.1 million units in 1972. Throughout
the recovery, demand for new rental
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units increased about as rapidly as
supply. Rental vacancy rates, which
had been on a downtrend during most
of the 1960's, leveled off in late 1970
and began to rise only slightly in late
1971 (chart 2). The rate inched up
throughout 1872, but at yearend it was
still well below the rates of the early
and mid-1960's in spite of the un-
usually high rate of completions. There
was little change in the characteristics
of apartment buildings constructed
during the boom. Nearly all of the
apartment buildings started (97 per-
cent) had one to three floors, and those
low-rize buildings accounted for about
80 percent of all new units.

Starts in zingle-family homes in-
cregsed from 815,000 units in 1970 to
1.3 million in 1972, The strength of
demand for single-family homes is also
gpparent in the data on new home sales.
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Just before the recovery began in sarly
1970, the new home sples rafe was low;
inventories were also low, but they
nevertheless averaged nearly 6% months
of sales. With the easing of credit
conditions, snles increased rapidly while
inventories logged, and in eorly 1971
inventories averaged only 4% months of
sales. The incresse in the seles rate
subsequently slowed and inventories
expanded; by late 1072, the ratio of
new homes for sale to homes sold once
again nreraged 6% months of sales, but
this time at 2 muoch highsr level of
activity than at the heginning of the
recovery.

The sales rate for single-fomily hames
was boosted by o sharp deop in the
medion ratio of downpoyment to sales
price in 1970. For the Nation nz a
whole, the mediasn dewapsyment Fell
from 12.3 percent of sales prica in 1060
to 8.6 percent in 1970, and downpoy-
ments remainod low in 1971 (dota jor
1972 are nat yet nvailable). Tha drap
was sharp in the South, Weat, and
North Central regions of the couniry
ond slight in the Northeast. At the
sume time that downpoyments de-
clined, mortgage loan matorities began
to lengthen so thot increases in monthly
peyments wers held down. Another

factor figuring in the strength of the
ginple-family home market wos the
introduction of new homeownership
eubgidy programs {which are discussed
below}. Prior to 19870, only a small
part of the single-family home market
was aubsidized.

The strong exponsion of residential
construction from 1970 to 1973 resulted
in heavy domands for building sites and
materinls; land and building costa rose
ebrongly, and prices of new singla-
family homes inerensed. The effect of
prica increases, particularly on low-
priced homes, is evident from the data
in Tabla 2: only about 2 percent of new
single-family homes sold for under
$15,000 last year. The sharpest increases
in costs ently in the recovery were for
labor. Average hourly earnings in con-
sbruction rose ©.3 percent in 1970, In
April 1871, the Construction Industry
Stahilizetion Commitiee wes orgnnized
for the purpose of moderating woge -
cresses. Hourly earnings rose 8.5 per-
cent in 1971 ond 8.4 percent in 1972
Early in 1971 price inereases for some
muteriols became pronovnced. Coste of
lumber, and especially softwood fumber
and plywood, rose particularly sharply.
Lumber is generally estimoted to oc-
eount for about 15 parcent of the cost
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[Parctndt wi Litml sabe]

1ader E{LA 425,000 30,020 15,000 S0
$13,000 [ [ [ [ to T
LT N 4,69 £ K. 90,000 oK

n o0 n 15 7 3 i

15 .1 2 18 1 -] 5

1 un a 1T iL 5 H

B e s 1l [+ 4 L

o L ] 1E 1k q 1%

1 i o] 13 b i i

z F! ] n 17 i1 { i

[ 17 n o0 1 i H

May 1078

of & naw detnched house, pnd thus in-
crossed lymber pricezs have had con.
giderable impact on overnll construc-
tion cosia.

The Census Buresw’s index of selling
prices of new ona-family homes rose
whowt 3% pareant in 1970, 5 percent in
1971, and 6% percent jo 1972, This
prics ndex aims to mansure changes in
trangactions  prices (ineluding land,
eonstruction coats, selling expenses,
ats.), for new homes with like character-
iatice—that is, it nttempta to obairact
from echangas in guolity, such as size,
materials, or facilities. Another Census
Bureauy measura, the median sples
price of new homes, is not adjusted
for quality changss. This measura rose
7% percent in 1971 and 8 pertent in
1972, bat dropped 8K percent in 1970
Thet decline was Toloted to o 9% per-
cent shrinkage in the medisn size of
new homes and reflected the impaot of
new Federal subsidy progroms for low-
and modarate-incoma houvsing, In 1971
and 1972, the changa in the subsidizad
share of single-family home construe.
tion was less pronounced ond the
medion size of new homes rose, althongh
not as rapidly 15 tha median sales price.

Changes in ownership patterns

In the past, it hos been conventional
to equote single-fomily home con-
struction with the ownership market,
ond multivoit construction with the
ronite] market. Although this conven-
tion has never been quite sccurate, it
has hecoma aven less so in recont years
beconse of the rising importanoe of
condominiums and cooperatives. In-
crenses in lend snd constvction eosts
hove led to this higher density con-
gtruction of ownership housing. Con-
dominiym units pensrally are in multi-
unit apartment buildings (generally
large apartment buildings or “town-
housa' clusters U in which each tanant
owna vather that tents hiz own unit.
This ollows an apertment dweller to
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gain the advantages of home equity,
and property tax and mortgage interest
deductions from his taxable income.
Surveys by the Builder's Economic
Jouneil of the National Association of
Homebuilders indieate that although
condominium ownership was relatively
unknown cutside of resort areas a few
years ago, by 1970 condominiums
constituted 11 percent of all starts of
pwnership housing (single-family homes
and condominium units). Preliminary
figures indicate that as much as 30
percent of such starts in 1972 may
have been condominiums.

Residential mortgage lending since
1970

After averaging about 818 hillion per
vear from 1965 through 1970, mortgage
debt expansion accelerated to $36%
billion in 1971 and $48 billion in 1972
(table 3). The savings and loan sssocia-
tiong, commercial banks, and mutual
savings banks accounted for virtually
all of that aeceleration: life insurance
companies reduced their holdings of
mortgages. After stepping up their
lending aetivity in 1969 and early 1970,
the major Federally sponsored credit
agenrcies slowed their aeguisition rate
slightly and did not contribute to the
seceleration  in mortgage  lending
activity after 1070,

The savings and loan associations
(5. & L.'s), which account for the
largest share of mortgage lending,
nearly tripled their lending from 1970
to 1972 and accounted for about
three-fifths of the acceleration of mort-
gage debt expansion in this period. In
major part, the increased lending re-
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flectz the record flow of savings to
8 & Lis—8532% hillion in 1972 as
compared to %11 billion in 1970
The largest part of the accelaration in
lending was for mortgages on structures
with 1 to 4 units, where 5. & L. invest-
ment is concentrated by law, regulation,
and ecustom (table 4). However, the
5. & L= also more than doubled their
invesiment in multifamily mortgages
(table 4), and also used some of the
savings inflow to reduce their borrowing
from the Federal Home Loan Banks
(FHLB's). The reduction in borrowing
from the FHLB's would probably have
been much larger had the FHLB
Board not adopted a new poliey in
1969-70 that encouraged 5. & L.'s to
borrow to support their mortgage
lending. Under the new poliey, loans by
the FHL.B’s to 5. & L.’s earry a fixed
rate of interest and penalties for pre-
payment, Traditionally, borrowing from
the FHLB's had been viewed mainly
a8 o means of meeting unus=ual deposit
drains during tight eredit periods, and
interest rates on borrowings were tied
to the cost of funds to the FHLB,
making this an expenzive source of
funds. Thus, when savings flows im-
proved, 8. & L.'s traditionally used the
new funds ro repay borrowing before
they expanded their lending.
Regulatory changes adopted by the
FHLB Board have also been a factor
in the recent expansion in mortgage
lending by the S. & L.'s. In 1971, the
Board's regulations were changed to
allow associations to raise the maximum
loan on 1- to 4-unit structures from
00 to 85 percent of value, and on apart-
ments from 75 to 80 percent, and the

Table 3 ~—Net Change in Residential Mortgage Credit Outstanding, by Lender
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maximum loan term was increaszed for
both types.

Mortgage lending by commercial
banks also accelerated sharply from
1970 to 1872, Bank investment ranged
between $1 billion and $3% billion per
year from 1965 through 1970, but was
$61 billion in 1971 and almost $10 bil-
lion in 1972. Almost all of the accelera-
tion in 1971 was in mortgates on one- Lo
four-unit structures; in 1972, banks also
stepped up their investment in mort-
gages on multifamily struectures.

Mutual savingz banks have inereased
their residentinl mortgage lending sinee
1970, but the acceleration has been
muech lezs than in the case of the
5. & L= and the commercial banks.
The mutuals have increased their lend-
ing on both one- to four-unit and multi-
family struetures: this contrazsts some-
what with the pattern in the latter part
of 1960's when they added to holdings
of multifamily mortgages at a fairly
steady pace but slowed the rate at which
they acquired mortgages on one- to
four-unit struetures. At that time, the
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mutunsl saviogs banks (which are per-
mitted preater nsset diversification than
ihe 5. & L.’s) were edding substontinlly
to their holdings ol corporate bonds.

In contrast, lile insurance companies
heve continued to cut their morignge
lending. From 1965 to 1970, life in-
surance companies slowed their mort-

; | Motkonel Martgags Anpostntpon Oomerryment Matkwal Mockosme Assciion, snd Federsl Homa Laan
%, Thcluded muinly hausoholde and Shate and Weal grverimeht paision baads,

gage investment, and in 1971 and 1673
they actually reduced holdings. Lifa
insurance companies hove heen redue-
inp their holdings of mortgages on one-
te four-unit stroetures sinca 1964, nnd
in 1871 and 1972 were liquidating
mortgages on multifamily structures
as wall.

Expanded Federal Role in Swbsidized Housing

THE Federal (Government's involve-
ment in subsidized housing begen in
1837 with the low-rent public housing
program {LRFPH). Through thst pro-
grem, Federsl suppori was providad to
local housing awthorities to own and
operote rentnl units for low-income
families. In the 194%'s, the Federal role
in housing support was expanded when
the Farmers Home Administration {Pe-
partment of Agriculture} began making
low-cost direct losns for rurnl housing
to families thet could not qualify for
private financing. In the early 1960%,
direct loons and federolly insured low-
coat {below morket interest rate, ov
BMIR) morigages were introduced to
assisé new projecta for the clderly, the
handicapped, and persons displaced by
the urban renewal (“Section 202," and
- “Section 221{d1(3) BMIR"), and a2

progrom  of rent supplements wos
started to oid low-income tenants in
private housing.

The Housing snd Urban Development
Act of 1963 lundamentally changed the
size nnd direction of Federnl ajd to
housing. The act sat & housing produe-
tion goal of 25% million new units to ba
achieved over the 1960-78 deceds {com-
pared b6 14X million units built in the
preceding decade), The act alse inkrg-
duced wwo new subsidy prograoms—
“Bection 235" homeownership assistancs
and “Section 276" n=sistnnce to rental
units, Both proginms employ a subsidy
mechanism by which the Federal Gov-
ctnment pays parl of the morignps
interest—in some cises n)] but 1 percent
of the mortgnge interest rate—for eligi-
ble homeowners or apartment projects.
In the latter crse, the subsidy is passed

May 1973

through to the {enants in the form of
lower rents. Twe other rather minor
programs were started in 1963—prants
to colleges to provide housing for faculty
and married students {college housing},
nnd assistanee in the form of interest
subsidy peyments or rent supplements
to projects initiated under State pro-
groms without federally insured mort-
gages (uninsured State projecis). There
was b start-up lag between the time the
new programs were initisted snd the
time they began to have a significant
impast on the housing merket, but by
1970, subeidizad production under the
new programs wes growing ropidiy st
a time when the market wag choraeter-
ized by oo otherwise wenk privoie
gectar. '

Subsidized stares

During the contrection in oversil
homebuilding in 1969-70, the number
of subsidized storts iucrensed very
steeply. In 1970, subsidized staris
totaled 430,000 wunits, compared to
200,000 units in 1969 and 165,000 in
1968 (toble 5); assistance to hameowners
('Section 235"} and to rental projects
{“Section 236') accounted for nearly
80 percent of thet incrense. The increase
in subsidized starts, ond the weakness
of starts in the nonsubsidized private
sector, combined to produce an overall
starts total for 1970 which was 30
percent subsidized {table f). By com-
parison, subsidized starts avernged
shout 12 percent of the totol in 1988
and 196%, and hod nveraged only aboud
8 percent in 196667,

The number of subsidized starts in
1471 wns about the same ns in 1970—
420,000—and the subsidized share of
the totel dropped to 20 percent. Starts
under the Seetion 202 (elderly and hand-
icapped) snd the 221{)(3BMIR)
(below morket intareat rate) programe
declined as those programs waere dis-
continued in faver of the Section 236
program of assistence to rentol projscts.
The programs oi nssistonea to home-
ownera and rental projects eontinned
to grow rapidly, as did the direct loan
progeams of the Farmers Home Ad-
ministration; talen togethar these pro-
grams accounted for nearly  thres-
fourths of oll subsidized new unita in
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1971, In 1972, the number of assisted
starts dropped to 340,000 unita, largely
becnuse of major dechines in the Secthion
235 and 23¢ programs, which were
focing manegement problems, some
corruption, and rising cvsts, However,
the Formers Home Administration
direet loan programs oontinued to
gxpand in 1972 and the three programs
together onoe agein accounted for
wbout three-fourths of assisted starts.
Low-rent public housing, which initially
had bheen sharply expanded to help
meet the new produstion goals, fell
back sharply from the pealk of 95000
units in 1870; in 1972, public housing
starta numbered only 43,000 units, not
far obova the annus! totols of ¢the
mid-1060°s.

Composition of subsidized starts

Prior to implementation of the home-
owner assistance program (Section 235),
subsidized housing wag mainly confined
to rental apaviment structures with
more than 4 upits, ond virtunlly all
sabsidized amaller structures (mninly
single-fimily homes) were under the

jutsdiction of the Farmers Home
Administration and located in rural
arens and small towns. Following im-
plementation of the Section 235 pro-
grom, however, subsidized bousing in
structures with four or fewer units
grew rapidly and in 1972 accounted for
betber than half of all subsidized starts.

The kmpact of this increase in tha
number of subsidized smaller structures
becomes clonrer when staris of subsi-
dized units ore compored o all starts by
size cofegory. In 1968, when the housing
gools were established, subsidized starts
accounted for only nkout 3 percent of
all stort2 in one- to four-unit structures,
while rbout one-fourth of the units in
larger buildings were subsidized (table
6}. These proportions roze merked!y for
both structure types in 1970 and then
fell off as private nonsubsidized buildmg
grew stronger. But even in 1972, when
the number of subsidized wunite de-
clined, their share of totel starts wes
still very large, and the share of subsi-
dized units in smaller structures was
closer to the share of subsidized unils
in structures having five or more units

Table 6. =Subsidized Shace of Now Honslng Starts
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According to the Department of
Housing and Urban Davelopment
fHUID} o very lerga share of subsidizad
units hos been built in the Ssuth. This
reflects nat only tha expanding nead for
housing in that strongly growing area,
but alsn the fact that o Targe nnmber
of families in tha South are alipibla for
subsidy sssistance under present in-
come limitation rules. In addition, thess
proprams have ceilings on  hounging
pricea and apartment costs, and the
South's generaily lower constroetion
costs tend to contribute to the willing-
ness of Jocal builders to constroct unita
which qualify under subsidy progrems.

Expendieures

The type of commitivent made by
the Section 235 astd 238 programs
ollows these programes fo have expen-
ditures which oare relatively low ini-
tiglly but which grow repidly over
time #5 new units are placed under
subsidy contract. Both programsz pay
a portion of the monhthly interest due
on 30-yenr FHA-insured mortgeges snd,
therafore, tha full cost of a new subsidy
in maony times greater then the first
yeor's putley. As o resuls, current out-
lays reflect new subsidies os well a=
those econtinusd from previous years.
Based on the number of units approved
for subsidy by the end of fiscal year
1872, HUD estimatad that the Federal
Government was already commibted
to total futura osuvtlays of aboub $12
billion for these two programs.

The impact of these programs on the
Federal Government's umified budget
is in sharp contrast to the impact of the
programa which use direct loans, or
mortgages with interest rates less than
market rates—itha so-colled below mar-
kat intersst rate (BMIR) mortgeges.
These programs have an initinl outiny
of the full mortgage principal, and this
outlay is later partly offset ps the loan
ic repaid. Partly hecausze of this dif-
ference in budget impace, the low-cost
dizect lorn programs finaneced by HUD
have largely been discontinued and
replaced by the newer Section 236
program.

Table 7 shows the Federnl budget
outlays for fiva separate HUD pro-
grams. The outlays under thesa pro-
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Table 7.—HUD Subsidy Outlays for Five Major Programs
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grams are for interest, continuing

operations, or outright grants; none of
these programs uses direct loans or
mortgages originated at below-markeq
interest rates as the wvehicle for pro-
viding housing assistance. Thus the
outlays in table 7 will not be offset by
future repayments to the Federal Gov-
ernment. The figures include small
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amounts paid for rehabilitation rather
than for new units,

The Moratorium

A number of serious problems have
emerged with the early evolution of the
new subsidy programs. Default rates
and the number of foreclosures and
applications to receive FHA insurance
have generally been higher for subsi-
dized than for unsubsidized FHA-
insured mortgages. In addition, there
have been some widely publicized
instances of corruption and poor man-
agement of Section 235 and 236
assistance programs. These instances
ranged from cases of shoddy construc-
tion and over-valuation of housing to
failures to counsel low-income families
on the financial problems of home-
ownership. Also, the growing budget
impact of new commitments added to
ongoing obligations under the 235 and
236 programs has caused concern about
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the magnitude of future outlays: under
these programs. In January 1973 a
moratorium was announced on all new
commitments under subsidy programs
pending a thorough reevaluation of the
programs. The moratorium is schedulad
to last until such time as a speeial
revenue-sharing program  including
housing is legislated. Such legislation
would decentralize administration of
housing assistance, but the earliest it
could be implemented is probably fiseal
vear 1975, making the moratoriom
effective for about 18 months. The num-
ber of preexisting commitments under
the HUD and USDA programs is
expected to be sufficient to support a
substantial level of subsidized starts in
1973, although less than the total in
1972.

There i= no clear answer to the
question of how large the housing re-
covery would have been in the absence
of the subsidy programs. What does
seem clear, however, is that the subsi-
dies induced building of low-cost shelter
by inereasing the effective demand for
housing of low-income families, In the
case of homeownership programs, the
subsidies have no doubt had an effect
on the average size and cost of new
homes. This was clearly true in 1970
when the distribution of new one-family
homes by price class shifted downward
(table 2), It seems likely that these
subsidies were contributing to the
stronger recovery in single-family home-
building in the current period than in
the post-1066 period. Moreover, the
timing of the spurt in subsidized home-
building probably kept the 1960-70
decline in overall housing activity from
being more severe than it was.

Expanded Federal Role in Mortgage Markets

THE flow of residential mortgage
eredit has typically been contracyelieal.
In periods of rapid economic expansion,
rising market interest rates result in a
reduction in the flow of funds to major
lending institutions and mortgage debt
expansion is eurtailed. In periods of
sluggish economie sctivity, when mar-

ket interest rates are declining, flows to
lending institutions increase and mort-
gage lending activity accelerates.

In 1966, credit stringency resulted
in a sharp slowdown of mortgage debt
expansion, and this in turn was a major
cause of the severe decline in home-
building, Following that experience,
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concern intensified over the impnet that
tight credit hns on the availability of
mortgage credit, and thus on home-
building, and significant chanpes af-
fecting the role of the Federal Govern-
ment in morégags markets wore initiated
as part of the Housing Act of 1868, The
thrust of theae changes wns to expond
the role of Federal cradit ngencies s a
supplementsl source of mortgage funds
during periods of ecredit siringency,
thereby muintaining a supply of funds
to mortgage markets generally.

When oredit comditions were once
again tight in 196¢ and early 1970, and
the flow of funds to private mortpage
Yenders deslined, Federal sgencies wera
in a better position to inerease their
support of mortgage lending and
cushion the impoct of credit strigency
on mortgage lending. Net credit ex-
tended by Government agencies in
support of mortgage lending {mcuding
advances from the Federal Home Loan
Banks to member savings snd loan
nssocintions} expanded from $3% billion
in 1068 to £8% bLillien in 1060 and 37
billion i 1970. That expansion roised
the Federal Government’s shars in
the mortgare londing proesss from 20
persant in 1068 to about 40 parsent in
1069 and 1970, and toinl moertgege
debt expansion wos actually levger in
1060 than in 1968, and siowad only
dlightly in 1070 (table 3}.

Since 1570 credit hes been readily
available nod at lower cost, snd the
volume of mortgage debt expansion by
private lenders has accelevated sharply.
Federal sgencies hove nob contributed
to the acceleration it debt expansion
nlthough their lending activity has
eontinued at very high rates.

Institutional chenges

An enlarged role for the Federsl
Government m mortgags morkets wos
established by the Housing and Urban
Develepment Act of 1988, which reor-
ganized the Federal Notional Mortgapge
Association (FNMA) and established
the Government National Mortgnge
Assoviation (GNMA). The Emergency
Homs Finance Act of 1870 broadened
the scops of FNMA's operations and
craated the Faderal Home Loan Mort-
2oge Corporation (FHLMC). The fal-
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lowing discuseion outlines various in-
gtitutione] chonges that have occsurred
ginea 1968 affecting the Fedaral Qovern-
ment's rols in mortgnge morkata.

Prior to the housing legislation of
1588, FNMA was a Feders! agency ro-
sponsible for meking o secondary mar-
kot in FHA-insured and VA-guarantesd
mortgages and providing special nssist-
anee for federnily subeidised housing, As
a result of the recrpanizaton, FNMA
bocame a privetely owned corporation
subject to some repulation by the Sen-
retary of Housing and Urgan Develop-
ment, and its operations wera confined
to secondary market astivities. The
phift of FNMA to privata suspisss has
teken ita operstions out of the Fadaral
budget, thereby enabling it to exepnd
the scole of its operations substantislly.

At the ¢ime of the reorganizotion of
FINMA, a forwerd commitment pro-
gram for the purchese of morigages in
its secondary morket operations was
adepted—the so-callad “Frea Mearket
System.” Under the new program,
FNMA zpecifies the valume of funds it
will moke aveilable and makss coms
mitments for future pruchosez of mort-
gages up to that amount. Lendars bid
for FNMA funds by offering to sall
mortpages to FNMA at a yield specified
by the lender. FNIMA takes the highest
vields and commits itself to purchase
at the agresd wpon future date. Thus,
FNMA determines the volume of funds
it will provide and the market deter-
mines tha price of these funds. Prior to
the introduction of the ““Free Market
Syatem,” FNMA set, the price at which
it would buy morigages and wos
obliged to purchase whatever volume
wns offered ot that priee, and hence
conld not spevify the degree of market
support it woukd provide.

As credit conditions tightennd in 1960
and early 1970, the vew FNMA was in
o position to inerease sharply its mori=
rage market support activity nnd its
morigage investment increased from
$1¥ billion in 1968 fo0 $3% billion in
1069. After mid-1970, when eredit again
becema readily availabla, FNMA's sac-
ondary movket notivity slowed; net
purchases amounted to $2) billion in
1971 and $2 billion in 1972.

The Housing Act of 1968 also
estoblished GNMA to subsidize the
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intarest cost of mortgages on housing
sonstructed under the varicus subsidy
programs. These morigage loans are
made by private morigage lendera
{somaetimes by GINMA itself) at interest
ratas below the prevailing yield in
morignga markeis. FPrivate morignpa
lenders then sell these martpages to
GNMA ob face velue—i.e., the actual
smount of the morégage loan—and
GNMA, resslls them to FNMA at a
lower prica that will bring the effective
yield on the mortgages into line with
turrent market yields. The arrongement
with FNMA iz enlled the Toodam Plen,
opd it allows GNMA to limit its cash
outley to the difference between the
price at which it buys the mortgages
from private lenders wnd tha pries at
which it sells them to FNMA.

In mid-1971, the Tandem Plan wna
extended to cover FHA-insured and VA-
guaranteed mortgages on nonsubsidized
houeing, The purpose was to reduce the
peints lenders chorge borrowers on
Government-backed morigages. The
maximum legal intarest rate on such
mortgnge: i8 7 percent, snd whan
interest rates on conventional mortpapes
tize above 7 percent, lenders charps
borrowere on Governmeni-hacked mort-
geges poinfs to bring yields into line
with higher yields on conventional
morigeges {a point iz 1 percent of the
loan wvalue of the mortgnge). When
points are charged, the borrower must
pay o lump sum at the time of sattle-
ment which can appreciably raise the
initinl eost of homeovwnership.

Under the axtended Tandem Flan,
GNMA issues o commitment to mort-
gage originntors fe.g., 5. & L.'s) to buy
Government-backed 7-percent mort-
goges ok more then markst valus, This
reduces points berrowars would other-
wise have to pay. GNMA then sdls
these mortgoges o FNMA at market
value nnd absorbs the difference be-
twean the price it paid ond the price ot
which it sold. There has been very little
nctivity under this program since in-
ception because mortrage interest Fates
have held closs to 7 percent. Howaver,
if conditions in mortgage markats agoin
tighten, as now seems to be the cnse,
this program will provide & means of
support for Government-bacled loans.
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Another inmovation of the 1968
Housing and Urban Development Act
nimed at improving Ghe flow of funds
to mortgoge morkets wos the erestion
of 0o mortpage-backed securitiss pro-
pram. Under this program, morigags
lennders pool holdings of FHA-insured or
VA-guaranteed mortgages s collaferal
for sacurities that they sell with o
GNMA goaranfes of poymemt of prin-
cipal and iniersst. Mortgoge lenders
use the procesds from tha sala of
thess sacurities to moke naw mortgnge
loans. Two Bypes of securities may ha
sold: “pass-through' or “bond-typa.”
On “pass-through’ securities, buoyers
receive the principal ond interest pay-
ments collested by marignges lenders on
tha poal of mortgnges set axide os
collaternl. Om “hond-type” sscurities,
mortgage lenders collect the prinecipal
and interest on the mortgages in the
pool and pey the holder of ffhond -typa’
secarities a specified mnnuel rote of
interest and the principal when the
securities mature. The valume of secori-
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ties jsgued under this pregrom has
exponded from $13 billion in 1970, tha
yenr this program hecame operational,
to $3 hillion i 1971 and #5Y hillion in
1972,

The Emargency Home Finance Aot
of 1970 enabled FNMA to extend its
seeondary mortgage market operations
to conventional mortgages. Operations
began in 1972, and activity to dote has
been negligible. During 1972, the maxi-
murn leap-to-value ratio on mortpages
purchased undsr the program was
reisgd from 80 to 95 percent and the
maximuom laan from $33,000 to $35,000.
In 1973 this propram will be further
broadened to include morigages on
condominioms,

The 1970 Emergeney Home Financa
Art alzo crented the Federal Home Loan
Mortgnge Corporeticn (FHLMC}, a
subzidiary to the Faderal Home Loan
Bank System, to provide additional
secondaty Imarket facilities for mort-
goges held by 8. & L& In general, the
FHLMC conduets two types of second-
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ary market operntions, the “whole Ioan
progrom”™ and the “participation pro-
gram™. Under the “whole lean pro-
gram,” FHLMC purchases the mort.
gages offered by 5. & L.’z at a yield set
by the FHLMC. Under its “participa-
tion program,” FHLMC alzo =ats the
yield it wishes to receive, but only
purchases en interest (participation) in
2 pool of conventional mortgages origi-
nated ond set sside by an 8. & L. The
8. & L. services the pool and pays to the
FHLMUC its shere of the interest and
principal. The FHLMC ean make the
“participation program” attrective to
thbe 8. & L.’s. For exampla, if the average
yield on all the mortpages in the pool is
& percent, and if the FHEMC apreos to
accapt 7 parcent for itz share of the
pool, then the affective yield to the
3. & L. on ite shave of the pool is higher
than B parcent. The FHLMC bepen
operations in late 1970; the volume of
activity grew from $325 million in thet
year to $840 million in 1971 apnd $520
million in 1972

Orders and Racklogs in Durable Goods Manufacturing—Coniinved from page 4

When the data on backlogs of those
duzrebla goods industries supplying fnol
demand are nggreguted according to
three major market cotegoriee—nonde-
fenszs capital squipment, defanse poods,
and housshold durables—it appeurs
that necxly all of tha vise in backlogs
from mid-1972 Lo the apring of 1073 was
accountad for by unfilled srdars for nor-
defense copitel equipment. Unfilled
ardars for houssheld durables ramainad
essantiaily flag over this pericd at about
$2 billipn, e tha 11 percent rise in new
ordare in that market cotegory was
ahout maichad by the increasa in ship-
ments. Uniilled orders for defense poods
have slss shanged litile, holding at
areand $20 billien since mid-14972; sinca
then, the inflow of orders slowed some-
what while shipments rose. From mid-
1971 to mid-1972, the defense order
backlog hed risen by 12 percent after
2 yemrs of sieep dectine.

The backlog for nondefense capital
aquipment had reached a low early in
1672, hegan to reeover in the second
quarter, ond increased 20 percent from

mid-1972 to the and of this year's first
guorter. Some two-thirde of this ineronse
occurred in nonelsctrical mnchinery,
where the order bacllog rose 25 percent;
the eglactricnl machinery buacklog in-
ereaged 10 percent.

Tha sharp rise in new orders has
apperently meant a significnnt length-
ering of leadtime—i.a., the time from
order to shipmeob—in some industries
{Table 4). In primary metals, hacklogs
equeled 1.72 menths of ghipments ot
the end of the first querter, compared
with 1.45 months in the fourth quarter
and 1.33 months in tha firet quarter of
1972, In nonelectrical machinery, the
ratio of unfllled orders to shipments
renched 2.76 in the frst quarter, com-
pared with 2.62 in the fourth and 2.43
in lost year's first quarter, with in-
crenses chiefly in metel-working ma-
chinery and engines and turbines.
Howaver, the ratios declined in electri-
cal muchinery and niveeaft, and conse-
guantly the ovargll vetiec fer durable
goods manufactering has not changed
much in the pist year,

In the ¢ese of primary metals, invan-
tory date meinforce the evidencs of
tight supplies provided by the nising
ratio of undilled orders to shipments.
Although steel production has bean
at & record level sines mid-January
supplies nre apparvently not sufficiant
to mest corrent demands. Inventorisa
of finished steel held by steal pro-
ducers rose from 3.8 million tons
at the end of 1972 to 100 millien
last July and 10.2 millien in Dhacembar;
by the end of Merch, howaver, they had
fallon bock to 9.2 million tons. Inven-
toriez of steel held by manufacturers
whe use stes]l hpve shonged little since
mid-1972. However, the rote of sfeel
consumption by those manufacturexs
hos risen 17 percent over this period, to
o record in the first quartsr, and the
ratio of steal inventories to monthly
consupnphion wos down te 1.2 in the
first quarter, the lawest since the begin-
ning of the series in Jate 1961. In the
secand quorter of lasé year, the rotic
was 1.5.



